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Trust & Estate Taxation 
Overview 

Taxable income at the trust and estate level is calculated under the same general rules used for an individual taxpayer. 
Subchapter J of the Internal Revenue Code (IRC, Secs. 641-691) defines the specific rules of taxation.  Trusts and 
estates earn or receive income, pay expenses, and make distributions to beneficiaries, either forced or discretionary, 
as has been stipulated in the governing documents.  Who actually pays the tax is dependent on the final recipient of 
the income for that year.  If income is retained in the trust/estate, it is taxable to the entity. If it is distributed to a 
beneficiary, a K-1 will be issued to report the income on their personal return allowing the entity to receive a deduction 
for the amount that was distributed.  The following is a summary of the steps to determine the income taxation of 
trusts and estates 

1. Determine Fiduciary Accounting Income 

2. Determine trust/estate taxable income before the distribution deduction. 

3. Determine the distribution deduction.  The amount of the deduction is the lesser of:  

a. The taxable portion of Distributable Net Income (DNI), or 

b. Fiduciary Accounting Income (FAI) - the amount actually distributed or required to be 
distributed  

4. Determine the trust/estate taxable income. 

5. Determine the tax. 

6. Allocate the income distributed to the beneficiaries to the appropriate categories. 

Fiduciary Accounting & Distributable Net Income 

Every trust and estate is considered to have two owners: the income beneficiaries and the remainder beneficiaries.  
The trust principal represents the assets belonging to the remainder beneficiaries. Income is the result of holding 
principal assets and is generated from the accumulated operating income and expense activity of principal assets.  
Fiduciary Accounting Income (FAI) is a legal concept that is determined by the Grantor’s intentions for what the income 
beneficiary should receive and is primarily driven by the governing instrument and state law.  FAI is the result of a 
process that allocates trust activity as being either an “income” activity or a “principal” activity and serves to determine 
the actual cash the income beneficiary will receive. 

Distributable Net Income (DNI) is the maximum amount of trust income that is taxable to a trust beneficiary as a result 
of distributions received. DNI is part of the equation when determining the amount and character of the income that 
will be allocated between and taxed to the trust and its beneficiaries.  DNI is a tax concept that is essentially a hybrid 
of taxable income and fiduciary accounting income. DNI operates under the assumption that distributions made to 
beneficiaries are considered to have first come from the trust income for the year.  The starting point for determining 
DNI is the trust taxable income that will then include a series of adjustments to account for a personal exemption, 
capital losses, tax exempt income, stock dividends, and capital gains.  Once DNI is calculated, the “Deductible 
Distributable Net Income (DDNI)” is determined.  When DNI includes tax-exempt income, it must be backed out to 
determine the income tax deduction the trust will receive.  An allocation may be necessary depending on the trust type 
and the amount of income distributed. The distribution deduction is the lesser of FAI income or the taxable portion of 
DNI for Simple trusts or the lesser of distributions or the taxable portion of DNI for Complex trusts. 
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Trust Taxable Income 

Trusts and estates must report income, deductions, gains, losses, etc. that occur each year on Form 1041.  For an 
estate, this filing is required only if gross income is $600 or more for the tax year, has a beneficiary who is a 
nonresident alien, or has a trust making an election under Sec. 645 to be treated as part of the estate; for a trust, the 
filing is required if there is any taxable income for the year, gross income of $600 or more, or a beneficiary who is a 
nonresident alien.  

On an annual basis a trust is categorized for tax purposes as either a Simple trust or a Complex trust.   A trust may 
qualify as a Simple trust if: 

1. The trust instrument requires that all fiduciary accounting income must be distributed. 

2. The trust instrument does not provide any amounts for charitable purposes. 

3. Discretionary distributions are not made currently. 

A Complex trust is any trust that does not qualify as a Simple trust explained above. It can provide for and make 
distributions out of principal and can provide for charitable contributions.  The distribution deduction in a Complex 
trust is the sum of the amounts required to be distributed (typically income), plus all other amounts distributed 
(typically discretionary principal distributions), limited to deductible distributable net income (DDNI). 

The distributions from a complex trust follow a tier system and is comprised of two tiers.   

1. Tier 1 distributions are composed of income that is required to be distributed currently.   

2. Tier 2 distributions contain all other amounts properly paid, credited, or required to be distributed.   

The underlying rationale of the two-tier system is that Tier 1 distributions are more likely to be from taxable income and 
should absorb most of the DNI.  Therefore, DNI absorbs the first tier of distributions before the second tier.  This 
means if all the DNI is absorbed by the Tier 1 distribution, any Tier 2 distributions in excess of DNI escape tax.  If the 
DNI is greater than the Tier 1 distribution, but less than the combined Tiers 1 and 2 distributions, the excess of the DNI 
is allocated among the Tier 2 beneficiaries.  If there is more than one Tier 1 beneficiary, the DNI is allocated to each 
beneficiary in relation to the amount of fiduciary accounting income (FAI) distributed to each.  It should be noted that a 
beneficiary can be both a Tier 1 and Tier 2 beneficiary.  

General Rules Related to the Income Taxation of Trusts & Estates 

Trust & estate income taxation follow the same rules in place for individual taxpayers with some exceptions listed 
below.  In summary, all income will be taxed at its final destination. 

1. Income distributed will be reported on the beneficiary’s tax return and they will pay the tax. 

2. Very different rules apply for calculating charitable contributions – deduction is very limited, is typically 
allowable only if made pursuant to the governing instrument and can be only be taken up to the full amount 
of the trust income for the year (capital gains are generally are not considered income for this purpose) and 
unused amounts do not carryforward.  Your tax advisor should be consulted prior to making charitable 
contributions.  

3. Some otherwise deductible expenses are disallowed if they have been deducted on the decedent’s estate 
tax return.  Your advisors should collaborate to determine where the deduction may provide the most 
benefit, on the estate tax return or the estate income tax return. 
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4. Special allocation considerations between trusts/estates and beneficiaries for Net Operating Losses 
(NOL’s), depreciation, depletion, and amortization.  

5. Special tax treatment is required when funding a pecuniary bequest (specific fixed dollar amount defined in 
the document) with appreciated property or Income in Respect of a Decedent (IRD) assets (ex: IRA or 
investment holding with unrealized capital gain). Such bequests will be treated as a sale or exchange, 
causing immediate income taxation to the trust/estate.  

6. Trust and estate planning documents will serve as the primary authority when determining allocation of 
income to current and remainder beneficiaries, which drives FAI.   

7. Losses do not flow through to the beneficiaries, except for the year of termination. 

8. Trusts/estates receive a deduction for taxable income distributed to beneficiaries. To the extent income is 
not distributed, it will be taxed to the trust/estate – which have compressed tax rates as follows: 

Taxable Income Tax 

Not over $2,900 10% of the taxable income 

Over $2,900 but not over $10,550 $290 plus 24% of the excess over $2,900 

Over $10,550 but not over $14,450 $2,126 plus 35% of the excess over $10,550 
1Over $14,450 $3,491 plus 37% of the excess over $14,450 

1Medicare Surtax of 3.8% will apply to the lesser of net investment income (NII) or the excess of modified adjusted gross 
income (MAGI) minus the threshold amount, which for trusts & estates is the top marginal tax bracket.  
Net Investment Income (NII) - Including interest, dividends, capital gains, non-qualified annuity distributions, rental and 
royalty income, and income from businesses that are passive activities to the taxpayer less certain deductions including 
investment interest expenses, investment advisory and brokerage fees, expenses related to rental and royalty income, and 
state and local income taxes allocated to the items included in NII.  Excluded from the definition of net investment income 
are wages, bonuses, and salaries; any income taken into account for self-employment purposes; and distributions from 
IRAs, Roth IRAs and qualified plans. 
 

The table below compares some of the income tax deductions available and/or not available to individuals, trusts, and 
estates.  It’s important to keep in mind that each of the items listed below may/may not be deductible depending on 
the circumstances. Your tax advisor should be consulted to determine applicability to your specific situation. 
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Various Deductions Individuals Trusts Estates 

1State Income & Local 
Tax 

Yes Yes Yes 

1Property Tax Yes Yes Yes 

Charitable Deductions Yes (computed under IRC 
§170) 

Yes (computed under IRC 
§642(c)) 

Yes (computed under IRC 
§642(c)) 

Medical Expenses Yes No No 

Standard Deduction Yes No No 

Distribution Deduction No Yes Yes 

Administrative 
Expenses 

No Yes Yes 

 1Limited to $10,000 annually for a combination of state, local, and property tax. 

The 65-Day Rule (663(b) election) 

The Trustee may wish to distribute all of the taxable income of a Complex trust during the calendar year of the trust, 
but the Trustee may not always know the amount of income to distribute as of the last day of the tax year.  In 
situations where the income cannot be determined until after the end of the year, the 663(b) election provides some 
relief.  Distributions made within 65 days of the trust's tax year end may be deemed to have been made as of the last 
day of the tax year, and the trust will still be afforded a distribution deduction, thus shifting the tax liability to the 
beneficiaries.  This election is made by the Trustee on an annual basis and must be made on a timely filed return 
(including extensions).  This election becomes irrevocable after the due date of the return.   The Trustee of a Simple 
trust would not be concerned with this situation since all income is required to be distributed to the beneficiaries and is 
reported by the beneficiaries whether or not the income is actually distributed to them. Distributions eligible for the 
election, however, cannot exceed the greater of the trust income for the election year or the DNI for that year.  This 
election provides a planning opportunity for a Trustee to avoid the compressed trust tax brackets and shift income to 
beneficiaries who may be taxed at lower rates. 

The Separate Share Rule  

If the amount paid or payable to the beneficiaries of a Complex trust or estate exceeds DNI, the DNI must be allocated 
among the beneficiaries.  This allocation is generally accomplished through the tier system (discussed on p.1).  
However, this tier system works an injustice when a trust or estate is administered in substantially separate shares.    

IRC Sec. 663(c) contains a special rule for the allocation of separate shares, which achieves the two trust result but in 
one trust.  In order to invoke IRC Sec. 663(c), the single trust must have more than one beneficiary and the 
beneficiaries must have substantially separate and independent shares.  Separate share allocation cannot be used to 
get more than one deduction for the personal exemption or to split the undistributed income of the trust into several 
shares to be taxed at lower bracket rates.  In many instances, a single trust with multiple beneficiaries is treated as 
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though a separate trust or account is maintained for each beneficiary.  Often the trust document will state that 
separate accounts or shares are to be maintained for each beneficiary.  IRC Sec. 663(c) provides that the trust will be 
treated as though separate trusts were created to determine DNI.    

The separate share rule is not elective and, if the rule applies, it must be used.  Separate share treatment will generally 
depend upon whether distributions of the trust are to be made in substantially the same manner as if separate trusts 
had been created.  The separate share rule prevents one beneficiary from being required to report DNI properly 
reportable by another beneficiary. The Trustee should be aware of their responsibility to properly account for these 
separate shares keeping in mind the potential liability if beneficiaries do not get along and feel allocations were not 
fairly or accurately accounted for. 

Conclusion 

There are many complexities and nuances related to the taxation of trusts and estates that are beyond the scope of 
this piece.  Only a qualified tax advisor should be used to complete and file applicable trust and estate tax returns.   

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Disclosure: This material is for informational purposes only and is not intended to serve as a substitute for personalized investment 
advice or as a recommendation or solicitation of any particular security, strategy or investment product. Diversification cannot assure 
profit or guarantee against loss. There is no guarantee that any investment will achieve its objectives, generate positive returns, or avoid 
losses. Sequoia Financial Advisors, LLC makes no representations or warranties with respect to the accuracy, reliability, or utility of 
information obtained from third-parties. Certain assumptions may have been made by these sources in compiling such information, and 
changes to assumptions may have material impact on the information presented in these materials. Sequoia Financial Advisors, LLC does 
not provide tax or legal advice.  Information about Sequoia can be found within Part 2A of the firm's Form ADV, which is available at 
https://adviserinfo.sec.gov/firm/summary/117756. The tax and estate planning information offered by the advisor is general in nature.  
It is provided for informational purposes only and should not be construed as legal or tax advice.  Always consult an attorney or tax 
professional regarding your specific legal or tax situation.  Tax preparation is done by a 3rd party and not Sequoia Financial Group.  

https://adviserinfo.sec.gov/firm/summary/117756

